Chicago-Kent Law Review
Volume 3

Issue 8

Article 4

April 1925

Analyzing a Balance Sheet
L. E. Terry

Follow this and additional works at: https://scholarship.kentlaw.iit.edu/cklawreview
Part of the Law Commons

Recommended Citation
L. E. Terry, Analyzing a Balance Sheet, 3 Chi.-Kent L. Rev. 13 (1925).
Available at: https://scholarship.kentlaw.iit.edu/cklawreview/vol3/iss8/4

This Article is brought to you for free and open access by Scholarly Commons @ IIT Chicago-Kent College of Law.
It has been accepted for inclusion in Chicago-Kent Law Review by an authorized editor of Scholarly Commons @ IIT
Chicago-Kent College of Law. For more information, please contact jwenger@kentlaw.iit.edu,
ebarney@kentlaw.iit.edu.

THE CHICAGO KENT REVIEW

13

Analyzind a Balance Sheet.
L. E. TERRY, C. P. A.
Oftentimes an attorney becomes involved in commercial litigation necessitating reference to a balance sheet. If he is familiar with, or understands the
relationship of the items shown thereon, he will be able to obtain much of the
required information without assistance. A thorough understanding of a few
of the principal points of balance sheet analysis will no doubt be found helpful
on many occasions.
Use of the Balance Sheet.
A Balance Sheet is a concise presentation of the Assets, Liabilities and
Net Worth of a business as of a given date. It is used in all forms of business organization (Corporations, Partnerships, Individual Ownerships, Trusts,
Syndicates, Joint Ventures, etc.) in determining the financial status on a certain date. It occupies an important place in every financing program, line of
credit, sale of shares or interest in the business, purchase of securities for investment purposes and many other types of transactions where it is important
or even necessary that the parties know the exact financial condition of the
business before closing the transaction.
Grouping of Balance Sheet Items.
While the group classification of Assets, Liabilities and Net Worth may
be arranged to conform with the general practice in a special line of business,
the principles underlying group classifications remain unchanged. The common forms of group classification of Assets are: Current, Investments, Fixed,
Intangible and Deferred. The Liabilities and Capital consist of Current and
Fixed Liabilities, Reserves and Net Worth.
The effectiveness of group classification is dependent on the strict application of standard rules and practices. Where the Balance Sheet is prepared
by a professional accountant following an audit of the accounts, the values
appearing thereon may be accepted as assets owned and liabilities owing as
of the date it bears. Attorneys, bankers, brokers, credit men and investors
now generally recognize the value of a Certified Balance Sheet prepared by a
reputable accountant or firm of accountants, reflecting the status of the
audited accounts. The group classification of accounts appearing in the
Balance Sheet of a manufacturing company now universally adopted by accountants, is shown below:
CURRENT ASSETS
Cash on Hand and in Banks
Notes Receivable
Accounts Receivable
Inventories
INVESTMENTS
Stocks and Bonds
FIXED ASSETS
Land
Buildings
Machinery and Equipment
Automobiles and Trucks
Office Furniture and Fixtures
INTANGIBLE ASSETS
Goodwill
Patents
Trademarks
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DEFERRED ASSETS
Prepaid Insurance
Prepaid Interest
Prepaid Taxes
Prepaid Advertising
Inventory of Office Supplies and Stationery
CURRENT LIABILITIES
Notes Payable
Accounts Payable
Dividends Payable
Accrued Wages
Accrued Taxes
Accrued Interest
FIXED LIABILITIES
Mortgage Bonds or other long term incurnbrances on Fixed •
Properties
RESERVES
Insurance Reserve
Contingent Reserve
NET WORTH
Capital Stock
Preferred
Common
Surplus
Form of Balance Sheet.
For convenience in tracing items referred to in the following discussion,
these group classifications are here arranged in a standard form of Balance
Sheet, with amounts inserted -to give it the regular Balance Sheet effect.
THE IRON PRODUCTS MANUFACTURING COMPANY
Balance Sheet-December 31, 1924.
ASSETS.
Current
$ 15,290.73
Cash on hand and in Bank .......................
38,522.50
Notes Receivable ..............................
125,799.71
Accounts Receivable ...........................
260,175.80
................................
Inventories
$ 439,788.74

Investments

Stocks and Bonds ................................
Fixed Assets
Land .....................................
Buildings .......................................
Machinery and Equipment .....................
Automobiles and Trucks .........................
Offilce Furniture and Fixtures..................

$

75,375.00

100,000.00
375,933.55
420,738.01
20,732.08
12,175.90

$829,579.54
Total .....................................
Less Reserve for Depreciation ............... 120,638.72
...............
Net Value .................
Total Value ............................
Intangibles
Goodwill ......................................
Patents and Trademarks ......................

$708,940.82

$ 808,940.82

100,000.00
30,000.00
130,000.00
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Prepaid Insurance and Taxes ....................
Prepaid Advertising ...........................
Inventory: Office Supplies and Stationery ........
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10,775.06
5,280.63
775.21
16,830.90
$1,470,935.46

LIABILITIES.
Current
Notes Payable ................................. $100,000.00
Accounts Payable ............................. 120,188.36
Dividends Payable ............................
7,000.00
Accruals-

W ages ....................................
T axes .....................................
Interest ........................ .........

1,500.98
3,100.76
1,200.00

Fixed
First Mortgage 6% Bonds .......................
Reserves ..............
......................

$ 232,990.10
300,000.00
30,000.00

Net Worth
Capital Stock-.
Preferred (7% ) ............................ 200,000.00
Common .................................. 250,000.00
Surplus ....................................... 457,945.36
907,945.36
$1,470,935.46

in'Analysis.
Comparisons Used
In making the analysis certain comparisons should be considered.
.1-For credit purposes-compare the Current Assets 'with the Current
Liabilities.
2-For a long term loan or mortgage--compare the Fixed Assets with the
Fixed Liabilities.
3-For the purpose of determining the book value of the Preferred Stocksegregate the par value from the Net Worth, then determine from the
minutes of Directors meetings if any dividends have been declared on
the Preferred Stock which have not been deducted from the Surplus
account. In the absence of special provisions, the book value of Preferred Stock is the same as its par value.
4.-For the purpose of determining the book value of the Common Stockadd to the par value of the Common Stock the balance of the Surplus
account after all dividends declared and unpaid, and other special appropriations have been deducted from the Surplus account. Divide. the
value thus determined by the number of shares of Common Stock
outstanding.
These are only a few of the basic points of analysis; each will necessitate a
word of explanation so the reader will more readily understand the relation
of the groups compared.
Current Assets to Current Liabilities
Current Assets after deducting the Current Liabilities constitute the working capital of a company. In negotiating a line of credit, the person or firm
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loaning the money should know the margin of security underlying the loan.
By referring to the Balance Sheet it will be noted that the Current Assets
amount to $439,788.74, while the Current Liabilities amount to $232,990.10,
leaving an excess of $206,798.64 of Current Assets over Current Liabilities-a
ratio of nearly 2 to 1, which is considered very favorably in financial circles.
The significance of the ratio cannot be too strongly emphasized. A high ratio
always indicates a greater margin of security and a more favorable basis for
extending a line of credit. It also indicates the extent to which the company
may enlarge its business without incurring additional indebtedness. In analyzing the Current Assets on a Balance Sheet prepared from unaudited accounts,
careful inquiry should be made concerning the provisions for possible losses
resulting from uncollectible Notes and Accounts Receivable; over-valuation
of Inventories arising through incorrect pricing or including large amounts of
obsolete materials at original cost, etc. Often the ratio of Current Assets to
Current Liabilities will be materially reduced after making provisions for these
reductions in value.
Fixed Assets to Fixed Liabilities.
Fixed Assets usually form the security for a mortgage or Mortgage Bond
Issue. Therefore, as in this case, where a company has an issue of Bonds
outstanding, it is necessary to determine what part of the total Fixed Assets
are incumbered by the present mortgage underlying the First Mortgage 6%
Bonds. If the present Bond Issue covers only the Fixed properties owned
at the time the First Mortgage Bonds were issued, then the property subsequently acquired may be used as the basis of another mortgage. In many
cases, however the terms of the First Mortgage provide that no subsequent
incumbrances shall be issued against the property, or that only a stipulated
per cent. of incumbrances may be placed on similar property acquired in the
future. The provisions of each Trust agreement depend largely on the ideas
and financial plans of the Board of Directors combined with any suggestions
the company's attorneys may care to make.
In many instances collateral notes are issued in place of a First Mortgage
Bond issue. These securities are usually issued for a short term and may be
secured by a definite class of property,.or partake of the nature of a general
indebtedness In some cases the issuing company agrees to maintain current
assets equivalent to a ratio of 2 or 3 tol 1, while all or any part of the issue is
outstanding.
In analyzing the Balance Sheet one should determine the exact nature of,.
the Bonds by examining the Trust agreement und'er which they were issued.
If the Bonds are issued under a First Mortgage on the fixed properties the
holders may be fully secured; if not they may have no better security than
the ordinary Trade creditors.
Determining the Book Value of Capital Stock.
The book value of shares of capital stock may be easily determined when
the surplus is correctly stated and there are no contingent or similar reserves shown on the Balance Sheet. Occasionally, however, a large Contingent Reserve may appear which is in fact only a portion of the Surplus account set aside under a fictitious name to mislead the stockholders. There-
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fore, when a stockholder is intending to sell his .holdings at book value, it is
necessary to inquire about any items set up as contingent or similar reserves
before determining the sale price of the shares. In many instances a corporation is justified in carrying a reserve of this nature to cover anticipated litigation expenses or judgments which may be rendered against it at some future
time. Where the reserve is founded on an existing contingency, it should not
be considered as part of the surplus account until the contingency has abated
or the amount definitely fixed by arbitration or a bona fide judgment. It
these amounts are determinable the balance of the ,Reserve account may be
properly considered as a part of the Surplus account, and should be included
when determining the value of the shares of common stock.
Where Common Stock constitutes the only class of stock issued, the value
may be determined by adding the total surplus to the par value, or in case
No Par Stock is issued, then to the paid in value of the shares. The total
value of the stock and surplus divided by the number of shares outstanding
gives the book value per share. In computing the book value of common
stock, all treasury stock of this class should be deducted from the outstanding
shares at par value. If the Treasury Stock is carried on the books at cost,
which may be in excess of par value, then the Surplus account should be
adjusted to the extent of the difference accruing through the reduction to par
value. In no case. should Treasury Stock be omitted when computing the
book value of Common or Preferred Shares.
Intangible Assets.
Intangible Assets are known as such principally on account of their indefinite value. Goodwill, Patents, Trademarks, and Copyrights constitute the
principal classes of Intangible Assets. In some cases the values representing
these assets may be based on actual cost to the company; in others on an
arbitrary basis. When the amounts are set up on an arbitrary basis, the
question of fixing a fair value may present a difficult problem.
Every precaution should be taken in determining the value of Intangible
Assets, because quite frequently cases arise where an intangible may be used
as a means of covering up an operating deficit. For example, by taking a
large item of Goodwill on the books as an asset and including it in the Surplus
account, the company from the face of the Balance Sheet will have acquired
a very attractive financial standing, but when the actual facts are determined, the once prosperous company may be suddenly plunged within range
of a receiver. Intangibles will in every case of analysis bear a very close
investigation before passing on their final value.
The value of a Patent, Trademark or Copyright depends on the unexpired
portion of the term for which it was granted as well as its relation to the
products which the company is manufacturing. The value may be destroyed
by discontinuing the article it covers as well as by the expiration of the term
of years named in the patent. Either of these conditions affect the value
shown in the Balance Sheet and should be carefully considered in the analysis.
While only a few of the major points of analysis have been explained in
this article, they no doubt will convey a general idea of some of the complexities underlying the Balance Sheet not readily ascertainable from a cursory
examination of its content.

